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HISTORICAL PREFACE
The "Bulletins' of 1917, 1918, 1929, and 1936
In 1917 the American Institute of Accountants, at the request of the Federal 
Trade Commission, prepared “a memorandum on balance-sheet audits,” which 
the Commission approved and transmitted to the Federal Reserve Board for the 
latter’s consideration. That Board, after giving the memorandum its provisional 
endorsement, caused its publication in the Federal Reserve Bulletin of April, 
1917; reprints therefrom were widely disseminated for the consideration of 
“banks, bankers, and banking associations; merchants, manufacturers and associa­
tions of manufacturers; auditors, accountants and associations of accountants” in 
pamphlet form under the name of Uniform Accounting; a Tentative Proposal 
Submitted by the Federal Reserve Board. In 1918 this pamphlet was reissued 
under the same sponsorship, with its title changed to Approved Methods for the 
Preparation of Balance-Sheet Statements, with, however, practically no change 
from the 1917 issue except that, as indicated by the respective titles and corre­
sponding change in the preface, instead of the earlier objective of “a uniform 
system of accounting to be adopted by manufacturing and merchandising con­
cerns,” the later objective was “ the preparation of balance-sheet statements” for 
the same business entities.
In 1929 the American Institute of Accountants undertook the revision of the 
earlier pamphlet in the light of the experience of the decade that had elapsed; 
again under the auspices of the Federal Reserve Board, this revised pamphlet was 
promulgated under the title of Verification of Financial Statements.
The preface of the 1929 pamphlet spoke of its predecessors as having been 
criticized by some accountants for being, on the one hand, “more comprehensive 
than their conception of the so-called balance-sheet audit,” and, on the other 
hand, by other accountants because “ the procedure would not bring out all the 
desired information.” This recognition of opposing views evidenced the growing 
realization of the impracticability of anything like a standard procedural pattern 
to fit the wide variety of situations encountered in actual practice. Of great 
significance is the appearance in the opening paragraph of "General Instructions” 
in the 1929 publication of the statement:
“The extent of the verification will be determined by the conditions in each 
concern. In some cases the auditor may find it necessary to verify a substantial 
portion or all of the transactions recorded upon the books. In others, where the 
system of internal check is good, tests only may suffice. The responsibility for the 
extent of the work required must be assumed by the auditor.”
Thereafter, in 1936, the American Institute of Accountants prepared and 
published a further revision of the earlier pamphlets under the name of 
Examination of Financial Statements by Independent Public Accountants. It is 
interesting to observe as a matter of historical development that, although in this 
1936 revision the American Institute of Accountants freely availed itself of the 
views of persons outside the ranks of the profession whose opinions would be 
helpful, the authority behind, and responsibility for, the publication of this
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bulletin rested wholly with the American Institute of Accountants as the authori­
tative representative of a profession that had by that time become well established 
in the business community. In the 1936 revision, aside from the very briefly noted 
“Modifications of Program for Larger or Smaller Companies," the detailed pro­
cedures again set forth as before were definitely and restrictively stated to be an 
"outline of examination of financial statements of a small or moderate size com­
pany.” Moreover, the varying nature and extent of such examination were 
predicated upon the purpose of the examination, the required detail to be re­
ported upon, the types of business and, most important of all, the system of inter­
nal check and control; the variations in the extent of the examination and of the 
test checks used were specifically related to “ the size of the organization and the 
personnel employed,” and were indicated to be “essentially a matter of judgment 
which must be exercised by the accountant.”
The historical narrative set forth in the preceding supplies an interesting com­
mentary of what the experience of three decades had shown to be practicable and 
impracticable. The very succession of titles is illustrative. The earliest ambition 
for “uniform accounting” was quickly realized to be unattainable as an objective, 
and the same listed procedures were related instead to “balance-sheet statements” ; 
then, with the gradually greater emphasis on current earnings, the earlier restric­
tive consideration of the balance-sheet was superseded in the 1929 appellation, 
Verification of Financial Statements, by according the income account at least 
equal status. When in turn the 1936 revision was undertaken, there had culmi­
nated a growing realization that with the complexity of modem business and the 
need of the accountant’s reliance on a system of carefully devised testing, for his 
justification in accepting the representations of the examinee, such a word as 
“verification” was not an accurate portrayal of the accountant’s function. The 
bulletin of that year accordingly was stated to cover an “examination” of the 
financial statements.
In the decade which has elapsed since the 1936 bulletin, the complexities of 
modern business have increased the diversity of conditions encountered by the 
accountant as between concerns of different size, different industry, different type 
of organization, different location. The Committee on Auditing Procedure has, 
therefore, concluded that no useful purpose would be served by another revision 
of listed procedures when any particular list could, of necessity, be narrowly 
applicable to only a small segment of the industrial field. Instead, therefore, of 
any such revised bulletin, the American Institute of Accountants, in responding 
to requests for a procedural brochure, is continuing to supply the bulletin of 1936 
with, however, a notation, added thereon as follows:
“Parts of this Bulletin, which was published in 1936, have been modified or 
superseded by the series of Statements on Auditing Procedure now more than 
twenty in number issued since 1939 by the American Institute of Accountants 
Committee on Auditing Procedure.”
Statements on Auditing Procedure
These pronouncements, which at the time of this report are twenty-two in 
number, are designed to assist the auditor by way of judgment guidance in the
Auditing Standards 7
application of auditing procedures. In no sense are they intended to take the 
place of auditing textbooks—an area in which the profession is indeed fortunate 
in possessing a rich heritage from the past and a most promising prospect for the 
future.
But in their very nature textbooks must deal in a generalized manner with the 
description of procedures and their refinement of detail rather than with the 
wide variety of those differing situations encountered in actual practice which 
make the proverbial expression of “circumstances alter cases” so peculiarly fitting 
to the auditor's function—a condition which makes inevitable the need of judg­
ment exercise by the auditor.
It is very largely to meet this need that the American Institute of Accountants, 
through its Committee on Auditing Procedure, inaugurated the series of State­
ments on Auditing Procedure, many of which have dealt with situations where 
the peculiar circumstances have been studied and conclusions reached with regard 
not only to the applicability of various procedures but to the extent of their 
application.
The first of these Statements presented the report of the original special com­
mittee, as modified and approved at the Institute's annual meeting on September 
19,1939, and promulgated under the title of “Extensions of Auditing Procedure.” 
It was subsequently amended by Statement No. 12 issued in October 1942, which 
likewise received formal approval at that year’s annual meeting on October 1, 
1942. All the other Statements are committee pronouncements issued without 
action thereon by the membership of the Institute.
As will be seen from the excerpts hereinafter given, Statement No. 1 presented 
certain fundamental conclusions drawn from the experience and tradition of the 
profession which largely furnished the foundation for the Committee’s present 
structural outline of auditing standards; the other Statements on Auditing Pro­
cedure appropriately fit into the framework of that structural outline.
While it is not practicable, because of the wide variance of conditions encoun­
tered, to issue anything like an “all-purpose” program of auditing procedures it is 
possible to formulate a pronouncement with regard to the auditing standards 
requiring observance by the accountant in his judgment exercise as to procedures 
selected and the extent of the application of such procedures through selective 
testing.
In lieu, therefore, of successive revisions of the four original Bulletins described 
in the preceding paragraphs, it is the purpose of the American Institute of 
Accountants, through its Committee on Auditing Procedure to continue the 
issuance of Statements on Auditing Procedure similar to those hitherto pro­
mulgated. Such statements, covering recommended auditing procedures, represent 
the opinion of the Committee on these matters as restricted to the particular 
circumstances recited therein. While it is true that circumstances alter cases and 
that with any important variation in conditions there may also properly be 
changes in the procedures recommended or in the extent of their application, it 
is nevertheless the view of the Committee that such pronouncements point the 
general direction in which conclusions might be expected to lie under circum­
stances not too radically different; while not thus judgment pre-empting, they 
are truly judgment guiding within the range of varying conditions.
Tentative Statement of
AUDITING STANDARDS
Their Generally Accepted Significance and Scope
INTRODUCTION
Auditing standards may be said to be differentiated from auditing 
procedures in that the latter relate to acts to be performed, whereas 
the former deal with measures of the quality of the performance of 
those acts, and the objectives to be attained in the employment of 
the procedures undertaken. Auditing standards as thus distinct from 
auditing procedures concern themselves not only with the auditor’s 
professional qualities but also with his judgment exercise in the 
conduct of his examination and in his reporting thereon. In accord­
ance with this line of demarcation, the present pronouncement con­
cerns itself with auditing procedures only to the extent of incidental 
reference thereto in connection with the discussion of the considera­
tions of their use and the degree of such use.
Statement on Auditing Procedure No. 6 sets forth the views of the 
Securities and Exchange Commission concerning auditing standards; 
since it was upon the Commission’s initiative that the representation 
as to standards was introduced into the accountant’s report or certifi­
cate, the views of that body, as expressed in its pertinent Release as 
well as in its discussions with the Institute’s Committee on Auditing 
Procedure, naturally are of guidance in the discussion of the subject: 
First—as to the fact that standards and procedures are not the 
same—Statement No. 6 says:
“A distinction was drawn by the Commission in its discussions 
with the committee between auditing standards and auditing pro­
cedures. . . . The committee believes this distinction between 
standards and procedures has not been drawn with sufficient clarity
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in accounting literature and should be emphasized more than it is.”
As to procedures, Statement No. 6, quoting from the SEC Release, 
states that, “ in referring to generally recognized normal auditing pro­
cedures the Commission has in mind those ordinarily employed by 
skilled accountants and those prescribed by authoritative bodies 
dealing with this subject, as for example the various accounting so­
cieties and governmental bodies having jurisdiction.”
Second—as to the fact that in their nature auditing standards are 
essentially of two kinds:
(1) Statement No. 6, quoting from the pertinent SEC Release, 
states that, “ in referring to generally accepted auditing standards 
the Commission has in mind, in addition to the employment of gen­
erally recognized normal auditing procedures, their application with 
professional competence by properly trained persons.”
(2) Indirectly quoting the Commission (“ in its discussions with 
the committee” ), Statement No. 6 states:
“Auditing standards may be regarded as the underlying principles 
of auditing which control the nature and extent of the evidence to 
be obtained by means of auditing procedures . . .”
In accordance with this dual-nature concept of auditing standards, 
the Committee on Auditing Procedure has adopted an over-all two­
fold classification as follows:
Group I : Personal or general standards—governing both field work 
and the reporting thereon—reflecting the standards which require 
that the “generally recognized normal auditing procedures” be ap­
plied with “professional competence by properly trained persons.”
Group II : Standards for—
(a) the conduct of the field work, and
(b) the reporting thereon,
reflecting those “auditing standards (which) may be regarded as the 
underlying principles of auditing which control the nature and extent 
of the evidence to be obtained by means of auditing procedures.”
The standards of Group I are personal in their nature; they con­
cern the measure of the individual auditor’s performance. Those of 
Group II are procedural; they relate to the broad objectives to be 
attained in the employment of the procedures undertaken. The first 
relate to the auditor’s professional qualities, the second to his judg­
ment exercise in the conduct of his examination and in his reporting 
thereon.
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In accordance with this compendium, the Committee presents the 
results of its deliberations upon the subject of auditing standards 
under the following designations for such standards:
General Standards
1. The examination is to be performed by a person or persons 
having adequate technical training and proficiency as an auditor.
2. In all matters relating to the assignment an independence in 
mental attitude is to be maintained by the auditor or auditors.
3. Due professional care is to be exercised in the performance of 
the examination and the preparation of the report.
Standards of Field Work
1. The work is to be adequately planned and assistants, if any, 
are to be properly supervised.
2. There is to be a proper study and evaluation of the existing in­
ternal control as a basis for reliance thereon and for the determina­
tion of the resultant extent of the tests to which auditing procedures 
are to be restricted.
3. Sufficient competent evidential matter is to be obtained through 
inspection, observation, inquiries and confirmations to afford a rea­
sonable basis for an opinion regarding the financial statements under 
examination.
Standards of Reporting
1. The report shall state whether the financial statements are pre­
sented in accordance with generally accepted principles of ac­
counting.
2. The report shall state whether such principles have been con­
sistently observed in the current period in relation to the preceding 
period.
3. Informative disclosures in the financial statements are to be 
regarded as reasonably adequate unless otherwise stated in the report.
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G E N E R A L  STANDARDS
These relate to the qualifications of the auditor and the quality of 
his work as distinct from those other standards which relate to the 
broad objectives for attainment in the procedures he employs in his 
field work and in his reporting thereon. These personal, or general, 
standards—which naturally apply alike to the areas of the field work 
and the reporting thereon—concern the indispensable conditions 
for the satisfactory attainment of such other standards. As presented 
herewith, they are:
1. Training and proficiency of the auditor.
2. Independence in his mental attitude and approach.
3. Due care in the performance of his work.
The order in which these standards are here given does not pur­
port in any way to reflect any idea of relative importance, but merely 
their natural sequence. T o  begin with, all that is said about observ­
ing certain standards in the employment of auditing procedures 
naturally concerns such procedures as they are employed by properly 
trained and experienced auditors; however capable a man may be in 
the other activities of business, he cannot satisfactorily meet the 
requirements of auditing standards without the equipment of train­
ing and experience in the field of auditing. The next test the auditor 
must undergo is that of independence; aside from being in profes­
sional practice (as distinct from being in industrial employment) 
he must be without bias with respect to the particular concern under 
audit, since otherwise he would lack that impartiality necessary for 
the dependability of his findings, however excellent his technical 
proficiency may be. But it is not enough for the auditor to be tech­
nically proficient and independent as well; he may be both of these, 
as to the undertaking at hand, and yet be lacking in due care in the 
performance .of his work, which may even be judged the graver when 
chargeable against one of high qualification otherwise.
Training and Proficiency of the Auditor
Statement No. 1 of the Statements on Auditing Procedure sets 
forth:
“ In the performance of his duties as auditor, the independent cer­
tified public accountant holds himself out as one who is proficient in 
accounting practice and auditing procedure.” 1
1 Statement No. 1 says further of the certified public accountant:
"In order to qualify himself to carry out his function, the independent cer
The process of attaining that proficiency, which has been likened 
to the process of erecting a building, begins with the laying of a 
strong substructure of adequate technical training to provide sup­
port for the superstructure of subsequent experience. Being a pro­
fessional man, the auditor must undergo a training of proportions 
adequate to the requirements of being a professional man, which 
means that his training must be adequate in technical scope and 
must include also an adequate measure of general education.
The laws of our various states, beginning with New York in 1896, 
have provided for the designation as “certified public accountants” 
of those individuals who have qualified under state regulations in 
point of education, training, and experience adequate to perform the 
function of auditing financial statements and their underlying 
records as expert or certified public accountants. In addition to these, 
certain of the states have likewise licensed other accountants thus to 
practice as public accountants; while not meeting the titular require­
ments of the certified public accountant, the registered or licensed 
public accountant (or unregistered accountants in those other states 
where there is no restriction on practice) in the conduct of practice 
as an auditor cannot claim any lower level of standard observance, 
without impairment of his right to hold himself out as a fully com­
petent auditor. The business welfare of the public cannot tolerate a 
two-level status with respect to auditing standards any more than its 
hygienic welfare can tolerate a dual degree of medical service. What­
ever the reasons that may operate to preclude a public accountant 
from achieving the titular recognition of the certified public ac­
countant, he must expect to have his accomplishments subjected to 
critical judgment to make certain that they at least reach the level of 
common standards.
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tified public accountant has completed a rigorous course of professional study 
and training as a background to the essential practical experience he must 
obtain, for it is only by study, training, and practical experience that the 
independent auditor acquires skill in accounting and related matters. In the 
ordinary course of his day-to-day practice, he encounters a wide range of judg­
ment on the part of management, varying from true objective judgment to the 
occasional extreme of deliberate misstatement. He is retained to examine and 
report upon the affairs of a concern because, through his training and experi­
ence, he has become not only skilled in accounting and auditing but has 
acquired the ability and habit of considering dispassionately and independently 
the facts recorded in books of account or otherwise disclosed by his examination 
and because, as a result, his opinion provides reasonable assurance that a fair 
and adequate presentation of pertinent information has been made in the 
financial statements.”
This is a matter of growing importance with the increasing num­
ber of states enacting accountancy regulatory legislation of the 
so-called two-class type. While there may be many persons who will 
be permitted to continue to practice as public accountants who will 
not be able to meet academic requirements for becoming a certified 
public accountant, a heavy duty rests on the authoritative bodies 
passing upon applications for registration to screen out those with 
merely a claim to a constitutional right without a professional jus­
tification to that claim. The fact that a man in his mature years may 
find the difficulty of acquiring a certain academic rating so great 
as to be virtually an impossibility is no excuse for inability to 
measure up to fair practical tests of the technical ability he has de­
veloped from his training and experience as an auditor. Individual 
rights do not transcend public welfare.
The question may be raised of how the young man just entering 
upon an auditing career as a junior assistant may measure up to the 
requisite of experience for professional competence. The answer to 
the question is, of course, proper supervision and review of the 
assistant’s work by his experienced superior. Experience being defi­
nitely a relative matter, the nature and extent of supervision and 
review must necessarily reflect wide variances in practice which 
understandably cannot be the subject of rule-formation. Here the 
accountant charged with final responsibility for the engagement must 
exercise a ripened judgment in the varying degrees of his review of 
the work done and judgment exercised by those under him, who in 
turn must meet the varying degrees of their own responsibility 
attaching to the varying gradations and functions of their work.
What has just been said about experience applies, of course, 
equally to the accountant’s education and the training received 
therewith. One may well be a complement of the other, and the 
principal exercising final authority upon any engagement naturally 
weighs these attributes conjointly in determining the extent of his 
supervision and review. The high quality of educational training 
with which our outstanding schools of higher education today equip 
their students makes for a greatly increased capacity and acceleration 
of experience acquisition.
The utterance of the professional auditor upon the completion of 
his work—variously termed “report,” “opinion,” or “certificate”— 
is the expression of his professional opinion as that of one rightfully 
entitled to express such opinion. In no sense is it a guarantee; the 
limitations of his functioning completely preclude the responsibility
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of the guarantor. Moreover, the following considerations are defi­
nitely to be borne in mind in order that there be no misunderstand­
ing of his function:
1. The examination or audit made by the accountant is not to be 
regarded as necessarily a process of specific or identic verification, 
or independent determination of the amounts shown in the financial 
statements. It is not uncommon for the auditor to carry out at an 
interim date important phases of the examination of inventories, 
accounts receivable and other accounts. In such interim examination 
the auditor seeks to assure himself of the right of professional reli­
ance upon the system of records and representations by management 
of the examinee company (or partnership, or individual) and is 
guided thereby in his selection of procedures as of the balance-sheet 
date.
2. In undertaking to observe “generally accepted auditing stand­
ards” the auditor must carefully exercise his informed judgment as 
a qualified professional man; but this in nowise implies—nor could 
it possibly imply—an infallibility of the judgment thus exercised. 
Conditions of an unusual nature (as, for example, in cases of col­
lusion) may subsequently indicate error in the judgment taken but 
this does not necessarily reflect upon the quality of his performance, 
since his findings are not of the nature of a guarantee.
3. The auditor is in no sense a valuer or appraiser of goods or 
properties or an expert in materials or commodities, although as a 
part of his work he may be concerned with adjustments to, or the 
disclosure of, fair values as determined by others. Thus he may con­
cern himself with market values—determined by others—in the case 
of securities and goods in connection with the amounts represented 
to reflect current assets. Moreover, he may prepare financial data re­
quired by others—appraisers, courts, etc.—as a basis for their valua­
tion judgment in the case of properties and enterprises; but aside 
from any such participating service, he exercises no overriding judg­
ment as an auditor as to the valuation judgment of either directors 
or others charged with appraising functions in so far as long-term 
(or so-called permanent) investments or fixed assets, tangible or in­
tangible, are concerned.
When he does undertake anything in the nature of passing judg­
ment on the valuations of others competent to make them, or even 
of actually determining upon valuations himself (where, for ex­
ample, he may serve as an executor) he does so, not as an auditor 
but—stepping out of the role of the professional accountant as such
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—as a businessman who is additionally qualified by reason of his 
accounting knowledge and experience. Thus, in such a capacity as 
that of executor, having $1,000 to invest, he may exercise discrimi­
natory judgment by preferring to buy 100 shares of A stock at $10 
to 100 shares of B stock likewise selling at $10; and in such exercise 
of valuation judgment he may well be guided by his accounting 
knowledge.
But in his work as an auditor, he accepts the determination of 
value as made by others technically or legally competent to make 
them without applying corrective adjustments such as courts may 
deem proper in the exercise of their prerogatives. This does not, 
however, imply any surrender on his part of his right of judgment 
exercise where conflicting bases of valuation may be involved. Thus, 
while he may accept quoted values for securities included in current 
assets (or otherwise held as temporary investments only) as reflecting 
the authentic “voice of the market place” (though not necessarily 
sharing personally the temporarily prevailing optimism or pessimism 
of that market place) he may well decide against effectuating in the 
stated accounts, over any long period, value criteria of such transi­
toriness where fixed assets or comparable long-term investments are 
concerned.
Independence in the Auditors Mental Attitude and Approach
There is probably no concept relating to the professional auditor 
that is today in greater need of elucidation than that of his “ inde­
pendence” as that term is widely used. In the profession’s early days, 
“hanging out his own shingle” sufficed for an outward mark of 
independence, while the literature of his profession taught the simple 
virtue of complete intellectual honesty as its essence. But progress 
brought problems, and one of them in the auditor’s realm was how 
the attribute of complete intellectual honesty might be recognized 
as something additional to the fact of his being engaged in profes­
sional public practice. So there arose a quest for signs—signs by 
which any lack of independence might be recognized.
As a code of its ethics, the profession has gradually compiled, 
through the American Institute of Accountants’ rules of professional 
conduct2 and the similar pronouncements of its state bodies, precepts
2 In lieu of a detailed discussion of the various conditions and considerations 
affecting the auditor’s independence as set forth in the Institute’s Rules of Pro­
fessional Conduct, specific reference is herewith made to the publication 
Professional Ethics of Public Accounting by John L. Carey.
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and conditions to guard against the presumption of loss of inde­
pendence. “Presumption” is stressed because in so far as intrinsic 
independence is synonymous with mental integrity, its possession 
is a matter of personal quality rather than of rules that formulate 
certain objective tests. Over the long years lawyers have developed 
the expression of “presumptions of law,” of which the dictionary, 
styling them “inferences,” says that they “are sometimes conclusive, 
more frequently they are rebuttable.” Nevertheless, in so far as such 
presumptions have been enacted as stipulations in the profession’s 
code of ethics, they have the force of professional law for the auditor. 
Without excluding the bearing of other rules of the Institute upon 
the subject, those particularly concerned with the matter of the 
accountant’s independence are in order of importance, as follows:
Rule 5. on false or misleading statements
Rule 9. on contingent fees
Rule 13. on financial interest in a client’s business
Rule 3. on commissions and brokerage
Rule 4. on occupations incompatible with public accounting.
Rule 5 is reproduced hereinafter in full in connection with the 
discussion of “ standards of reporting.”
Independence in the last analysis bespeaks an honest disinterested­
ness on the part of the auditor in the formulation and expression of 
his opinion, which means unbiased judgment and objective consid­
eration of facts as the determinants of that opinion. It implies not 
the attitude of a prosecutor but a judicial impartiality that recog­
nizes an obligation on his part for a fair presentation of facts which 
he owes not only to the management and the owners of the business 
(generally, in these days, the holders of equity securities of a cor­
poration) but also to the creditors of the business, and to those who 
may otherwise have a right to rely (in part, at least) upon the audi­
tor’s report, as in the case of prospective owners or creditors.
No exhaustive discussion of the subject is attempted here; its 
development will proceed in the course of the Committee’s dealing 
with pertinent questions as they arise.
Due Care by the Auditor in the Performance of His Work
The third of the personal standards is the requirement that the 
auditor perform his work with due care. The query as to what are 
the factors which indicate whether under given conditions he has or 
has not exercised due care serves to make this standard the gateway
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to the discussion of the procedural standards, namely, those for the 
auditor’s field work and those for his reporting thereon. It is with 
reference to these that the question of due care or its lack will find 
the full answer.
Lawyers often quote Cooley on Torts for the applicable rule of 
law, which that authority has worded so lucidly that it merits quota­
tion here:
“ Every man who offers his services to another and is employed 
assumes the duty to exercise in the employment such skill as he pos­
sesses with reasonable care and diligence. In all those employments 
where peculiar skill is prerequisite, if one offers his services, he is 
understood as holding himself out to the public as possessing the 
degree of skill commonly possessed by others in the same employment, 
and, if his pretentions are unfounded, he commits a species of fraud 
upon every man who employs him in reliance on his public profes­
sion. But no man, whether skilled or unskilled, undertakes that 
the task he assumes shall be performed successfully, and without 
fault or error. He undertakes for good faith and integrity, but not 
for infallibility, and he is liable to his employer for negligence, bad 
faith, or dishonesty, but not for losses consequent upon mere errors 
of judgment.”
Due care imposes a weighty responsibility on the auditor to give 
heed to the procedural standards, the observance or non-observance 
of which spells the difference between procedures professionally 
applied and procedures merely perfunctorily applied; the difference 
between auditing by judgment exercise and auditing by rote and 
rule. Responsibility, within the auditor’s organization, rests more 
upon the principal in charge of an examination than upon an assis­
tant performing a minor part of it. With the greater equipment of 
sound judgment gained from a greater fund of experience, the prin­
cipal must not fail to exercise due care in a critical review of the 
work done and the judgment exercised by those under him, for 
responsibility cannot be severed from authority.
These procedural standards ask of the auditor not merely whether 
proper procedures have been employed, but beyond that whether, 
under all the circumstances of a case, those procedures have been 
properly applied and coordinated. As to the field work, these ques­
tions are, of course, directed to the auditing procedures of the audi­
tor, whereas, in the reporting thereon, they are directed to the 
accounting procedures of the examinee, while in both cases they 
lead to the further question as to whether specific disclosures may be
18 Auditing Standards
additionally required. The scope of these standards as they are de­
fined in the following pages will be necessarily presented in an out­
line form, leaving to the Committee’s future activities the matter of 
more explicit answers to the numerous questions that may arise, 
through the developing cumulative record of the Statements on 
Auditing Procedure.
Before, however, proceeding to discuss the procedural standards, 
a foreword is in order. The matter of due care having two aspects— 
since it concerns both what the auditor does and how well he does it 
—comprises, therefore, considerations not only of auditing pro­
cedures but also what may be termed the mechanics of his audit 
working papers. Beyond such elementary requirements as the safe­
guarding of his papers against the possibility of unauthorized access 
to them and any resultant tampering therewith, due care in the 
matter of working papers concerns not only the completeness of 
their contents (with avoidance, however, of unnecessary papers) to 
support his representation of standard attainment, but also the 
designing of those papers with professional skill to the end that 
they effectively serve the purpose of competently informing him 
about the matters under audit. Merely to illustrate, mention might 
be made of their including such contents as permanent files for the 
carrying forward from year to year of necessary information about 
bond indentures, contracts, and the like.
Moreover, skill in the designing of working papers would extend 
to their embodying measures of counter or double check against 
clerical errors on the part of the auditor and his assistants—insuring, 
as it were, the attainment of an “auditing internal control” within 
the auditor’s own fold; for example, in connection with determining 
an investment portfolio’s market valuation, a proper awareness of 
clerical error possibility on the part of his staff, either in the ascer­
tainment of market quotations or in the compiling of their extended 
totals (particularly where there may be related shortcomings in the 
examinee’s internal control) might well prompt special working- 
paper treatment to minimize the likelihood of undiscovered error. 
The skilled auditor’s attainment of due care in this regard may often, 
be manifest from the construction of his analyses and other working 
papers so that they assist, as far as may be possible, in approaching an 
automatic bringing to light of errors, whether those of the examinee 
or of the auditor’s staff. Thought expended and pains taken in such 
a planned layout of working papers repays the auditor not only in 
the help his working papers give him but in their furnishing valu-
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able evidence, in case of need therefor, in support of his contention 
that he has met the standard of due care; in other words, being 
properly “working-paper minded” is something to be fostered, not 
discouraged.
ST A NDA RDS  OF  F IELD WO RK
As presented herewith, these standards are:
1. Adequacy of preparatory planning of the field work.
2. Proper evaluation of the examinee’s existing internal control for 
reliance thereon by the auditor.
3. Competence of evidential matter.
These standards to a great extent are interrelated and interde­
pendent, as becomes readily apparent from even a brief study of the 
Statements on Auditing Procedure already issued, in the light of the 
instant discussion. Moreover, the same circumstances which would 
be germane to a determination of whether one of such standards has 
been met may be equally applicable to a test of a second. For ex­
ample, the elements of “ materiality” and “relative risk” are pertinent 
to all of the procedural standards, both those of field work and those 
of reporting as well. A brief reference to them here may be helpful.
Materiality
There should be stronger grounds to sustain the auditor’s 
informed opinion in respect of those items which are relatively 
more important and in respect of those in which the possibilities of 
material error are greater. For example, in an enterprise with rela­
tively few, but large, accounts receivable, the individual items 
themselves are more important, and the possibility of major error is 
also greater, than in another enterprise which has a vast number of 
small accounts aggregating the same total. In industry and merchan­
dising, inventories are of relatively great importance in both the 
balance-sheet and the statement of income, and may accordingly 
entail a much greater expenditure of the auditor’s time than, say, 
the cash on hand; or again, than the inventories of a utility company. 
Similarly, accounts receivable will receive more attention than pre­
paid insurance. However put in words, the principle of materiality 
is inherent in the work of the auditor.
Relative Risk
The degree of the risk involved also has an important bearing
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on the nature of the examination. In the light of possible irregu­
larities cash transactions are more vulnerable than inventories 
and the work undertaken on cash may require it to be carried 
out in a more conclusive manner, without, however, necessarily 
implying a greater expenditure of time. Titles to properties, again, 
may be as valuable as marketable securities owned, but they are not 
negotiable instruments and thus the standards of audit procedure 
in their examination are less exacting. Arm’s-length transactions with 
outside parties are usually subjected to less detailed scrutiny than 
those relating to intercompany transactions or those with officers and 
employees, where the same degree of disinterested dealing cannot be 
assumed. Or from another angle, more attention may be given to 
repair charges in the case of a company with profitable operations, 
where the tendency may be to charge improvements as repairs, than 
in one which is unprofitable, where the tendency may be to capi­
talize repairs. In the latter case, closer scrutiny of items capitalized 
may be necessary.
The effect of internal check and control on the scope of an exami­
nation is the outstanding example of the influence on auditing 
procedures of a greater or lesser degree of risk of error. The primary 
purpose of internal check and control is to minimize the risks of 
errors and irregularities, and the more adequate and effective the 
system, the smaller the risk and the less extensive the detailed 
examination and testing required. The auditor’s reliance upon 
internal check and control is based upon the belief that if a number 
of persons take part in initiating, carrying through, recording, and 
controlling a transaction, the probabilities are strong that the 
transaction is a real one and is properly recorded, especially if 
the individuals are independent of one another. On the other 
hand, where the internal check and control are necessarily limited 
or severely restricted, the examination to be made should be more 
comprehensive in character because of the relative risk involved.
As already mentioned, a characteristic of accounts receivable in 
certain types of businesses, as, for example, public utilities, is the 
existence of a relatively large number of accounts, as those arising 
from residential service, where ordinarily the balance in any indi­
vidual account is small. The risk of material error being manifestly 
much less than in those cases where the total of accounts receivable 
is represented by relatively few accounts with large individual 
balances, circularization of consumers in public utility examinations 
is undertaken as a test upon the functioning of the internal control
22 Auditing Standards
of the company rather than for determining the correctness of 
individual account balances. Those matters which could be most 
material necessarily require the greatest degree of certainty. This 
does not necessarily mean that the most material items will require 
the greatest expenditure of audit time nor, conversely, that the 
least material items can be substantiated most quickly, for it not 
infrequently happens that the auditor is confronted with a condition 
in which the exercise of due care makes necessary an extended 
program of work which, superficially, might seem out of proportion 
to the amount of money involved. In all these situations, the 
underlying considerations are not only the time devoted by the 
auditor but often also the degree of concentrated effort and thought 
expenditure.
It is standard procedure for department stores and other retail 
establishments to deliver merchandise to customers without requiring 
receipts evidencing such delivery. This procedure leaves the seller 
very little useful evidence which he could produce to defeat claims 
of nondelivery. Such practices are not the results of oversight but 
result from an election to assume a calculated risk. The effort and 
expense involved in alternative procedures, which are most satis­
factory from the point of view of protection, have been determined 
to be excessive and out of proportion to the economic benefits to 
be gained by their adoption.
It is one thing for establishments of the kind mentioned to forego 
full protection based upon consideration of the expense attaching 
to alternative procedures. It is quite another for the auditor to base 
his judgment on the same factors. It is doubtful that the failure 
by an auditor to undertake a required procedure could be excused 
solely on the ground that “ it cost too much.” Nevertheless, one of 
the circumstances which may be justifiably considered in determining 
“required” procedures is the economic factor of expense involved, 
particularly when this factor is properly evaluated in relation to 
the elements of risk and materiality.
Observation of material amounts of inventories in many exami­
nations might well be required procedure even though the inven­
tories be located at points which are difficult and costly to reach. 
On the other hand, the procedure of observation, inspection or 
counting should not be applied blindly to all inventories wherever 
located. The auditor, in establishing his program and deciding 
upon the points at which that procedure should be applied, properly 
may consider the element of expense. In general, the factor of
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expense should be considered in selecting one of several alternative 
procedures but should not be relied upon to justify failure to obtain 
reasonable grounds for an opinion. As a guiding rule, it may be 
stated that there should be a rational relationship between the cost 
and the value of the benefit acquired, or the protection provided, 
by the work undertaken.
Adequacy of Preparatory Planning of the Field Work
In Statement on Auditing Procedure No. 1 this first consideration 
of field work standards found recognition—brief but weighty—in 
the following:
“ It is suggested that the auditor should be appointed early in each 
fiscal year so that he may carry out part of his work during the year.”
The brevity of this recommendation is in no sense a measure of 
its significance. In the committee's deliberations, it received im­
portant attention, for it was realized that in a number of respects 
the proper execution of procedures depended on early arrangements 
therefor. Particularly was this recognized to be true with regard to 
the auditor’s functioning in connection with physical inventories, 
where early consideration of preparatory measures is frequently vital.
Of the subsequently issued Statements on Auditing Procedure, 
numbers 8, 10, and 16—as to all four of the cases embraced in the 
last-named—clearly reflect the need of observing this standard of 
adequate preparatory planning. Possible situations like those in 
the first and second examples given in No. 16 can often be effec­
tively met only through careful arrangements made beforehand. As 
to the first example, if the undesirability (from an audit viewpoint) 
of certain operating procedures is brought to the attention of the 
management early enough, remedial measures may be instituted in 
time for their beneficial effects upon the situation which the auditor 
will face later on. The second example illustrates the need of the 
auditor’s participation in the formulation of plans for the taking 
of the physical inventory.
This standard has to do particularly with the timeliness of pro­
cedures and the orderliness of their application.
The timeliness with which auditing procedures are undertaken 
concerns the proper timing or synchronizing of their application. 
It thus raises the question—all with reference to the degree of 
internal control existing—of simultaneity in the examination, for 
example, of cash on hand and in banks, of securities owned, and
of bank loans, etc. It may—or may not—require the element of 
surprise; the need of establishing audit control over assets readily 
negotiable, effective coordination of various phases of audit work, 
and the establishment of a proper cut-off at a date other than the 
effective date of the examination likewise are involved.
Combined with this matter of proper timing is the need of orderli­
ness with which procedures are carried out, as is apparent, for 
example, in the application of the auditing procedures for inventory 
observation and testing to preclude the perpetration of fraudulent 
devices otherwise possible. Proper preliminary review of proposed 
physical inventory procedures, as planned by the company, is as 
essential for this purpose as is proper coordination between the 
receipt and the shipment of goods, and goods on consignment, etc., 
and their treatment in the books of account and the physical inven­
tories. In the matter of examining securities, where these are of 
considerable volume, proper preparatory planning may be necessary 
to guard against deliberate substitution of securities already counted 
for those not yet counted.
From what has been said in the preceding, the question may well 
be put as to whether it implies that the auditor is precluded from 
accepting an engagement which comes to him at or after the fiscal 
year closing date (or other effective date for his audit). The answer, 
of course, is in the negative with an admonition, however, that a 
particular duty is incumbent upon him to make certain that the 
circumstances permit his proper functioning, whether his report can 
be given without qualification or whether a duly qualified report 
may be acceptable—as well as possible. Even if physical inventory, 
for example, may not yet have been taken, the fact that the auditor 
had not participated in the preparation therefor might militate 
against its acceptability when taken; or the situation might be met 
either by a postponement of its taking to permit of the auditor’s 
participating in the instructions therefor, or, where already taken, 
by a new inventory to remedy the audit defect.
In the important matter of field work allotment as between pre­
liminary work performed before the effective date (or the closing of 
the accounts therefor) and the final work performed thereafter, much 
valuable experience has been gained in the recent years, mothered by 
the wartime necessity of meeting a required time for final reporting 
with all the difficulties inherent in manpower and other problems. 
The auditor has found that much of his work which previously had 
been done after the closing of the accounts could be done even more
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satisfactorily as a part of his preliminary work. Aside from that 
relating to inventories and plant accounts, it has been found that 
work performed in connection with receivables and cash (but not 
excluding other items as well) in checking upon management’s repre­
sentations as of an earlier date yielded even better results than when 
performed in the stress of post-closing work.
Without any exhaustive explanation for this ascertained advantage, 
it may suffice here to make mention of one simple aspect of the matter. 
Taking for illustration an audit engagement requiring, say, 200 man- 
days of field work for its performance, it is not difficult to understand 
—just to stress one point alone—why five men working forty days 
would have the advantage over ten men working twenty days by 
reason of the resultant greater degree of familiarity, in the case of the 
former, with the records under audit. Problems, of course, are in­
volved in this timing readjustment, such as a maintained audit con­
trol over securities that have been inspected, but they have by no 
means been insuperable. In this portion of the field alone there is 
much fertile soil for future cultivation.
Proper Evaluation of the Examinee's Existing Internal 
Control for Reliance Thereon by the Auditor
The reliance which the auditor places upon the examinee’s internal 
accounting control influences both his selection of the appropriate 
auditing procedures and his determination of the extent of the tests 
to which such procedures are restricted.
In Statement on Auditing Procedure No. 1, this standard of field 
work received great stress. Pertinent excerpts therefrom are as 
follows:
“The independent auditor must also exercise his best judgment in 
determining the scope of his examination and in deciding whether 
the interests of stockholders and creditors justify the time and expense 
involved in the extension of any particular line of inquiry. . . .  It is 
the duty of the independent auditor to review the system of internal 
check and accounting control so as to determine the extent to which 
he considers that he is entitled to rely upon it. T o  exhaust the possi­
bility of exposure of all cases of dishonesty or fraud, the independent 
auditor would have to examine in detail all transactions. This would 
entail a prohibitive cost to the great majority of business enterprises— 
a cost which would pass all bounds of reasonable expectation of bene­
fit or safeguard therefrom, and place an undue burden on industry."
“ It is worthy of repetition that the extent of sampling and testing
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should be based upon the independent auditor’s judgment as to the 
effectiveness of internal control, arrived at as the result of investiga­
tions, tests, and inquiries. Depending upon his conclusions in this 
respect, the independent certified public accountant should extend or 
may restrict the degree of detailed examination.”
In formulating his program, the auditor is entitled to give appro­
priate weight to the degree of internal control in force. The function 
of internal control is to provide some measure of assurance that errors 
and irregularities may be discovered with reasonable promptness, 
thus minimizing risk. Adequate evaluation of a system of internal 
control requires not only a knowledge of the procedures and methods 
in use and an understanding of their function and limitations but 
also a reasonable degree of assurance that the procedures actually are 
in use and are operating as planned. The matter of determining the 
extent of reliance upon the testing technique is not always something 
solely for initial determination at the time of the audit’s beginning. 
The extent as originally fixed may be predicated upon assumptions 
with regard to the actual functioning of the internal control which 
the auditor’s testing may show not to be as represented; with the 
premises thus altered, an expansion of the testing scope may be 
called for.
The review of internal control is one of the most important of the 
steps in proper planning of the audit and must not be casually under­
taken or carelessly performed. In so far as the circumstances permit, 
the auditor should independently acquire a personal familiarity with 
the procedures and methods in use. A systematic and clear record 
should be made of the facts developed by the review. In his record, 
the prudent auditor will make a clear distinction between those facts 
which he has independently established and those which, by force of 
circumstances, he has accepted based upon oral representations.
Assurance that the internal control is functioning as planned 
should be obtained as the audit procedures adopted are applied. For 
this reason many auditors prefer not to make a separate task of 
evaluating the internal control as a whole but rather to make their 
review of the controls applicable to the various activities while the 
related accounts are being audited. This correlated approach makes it 
possible to amend the program of audit to suit prevailing conditions.
One approach frequently employed in checking on the effectiveness 
of the system of internal control is by tests made in relation to par­
ticular accounts and records. For example, certain expense accounts
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may be selected and an assistant instructed to procure and examine 
all of the evidence supporting the entries in such expense accounts for 
a stated period; or, to use another illustration, one of the books of 
original entry for a selected period may be subject to detailed exami­
nation. Extensive insight into a system of control also can be obtained 
by investigating a series of related transactions. For example, review 
of the data supporting the various steps arising from a certain requisi­
tion for materials, including the preparation of the purchase order, 
the record of the receipt of the material, the approval of the voucher 
for payment, payment therefor, and tracing the transactions to the 
particular accounts, is often more revealing than the examination of 
vouchers or checks for a specified period of time.
Where an internal auditing department exists the independent 
auditor very properly accords that fact appropriate weight in selecting 
and applying his auditing procedures. The advantages of strong 
internal auditing departments are becoming 'better recognized by 
many concerns of sufficient size to warrant maintaining such an 
organization. It may be appropriate, however, to repeat the word of 
caution which appeared in Statement on, Auditing Procedure No. 2:
“ Internal auditing departments are an important part of the system 
of internal check and control, particularly where a concern has num­
erous plants or offices. The work of the internal auditor reduces the 
volume of testing and checking required of the independent auditor. 
However, the objectives, purposes, and points of emphasis of the two 
are by no means parallel. An internal audit stresses particularly the 
accuracy of the bookkeeping records, the fact that they conform with 
standard accounting procedures of the concern, and the discovery of 
irregularities and possible shortages. The independent auditor also 
has these matters in mind but they are not his primary objective. He 
concerns himself more particularly with the soundness of the judg­
ments of the management as reflected in the financial statements and 
their conformity with generally accepted accounting principles and 
conventions. Furthermore, one of the safeguards of an independent 
audit is the fact that it is made by those independent of the concern 
under examination. For the reasons stated, an internal audit, however 
efficient, cannot be considered as a substitute for the work of the 
independent auditor.”
Without attempting any expansion of the restricted purview of 
this report by discussing the various elements that constitute an ade­
quate system of internal control, it may be appropriate here to em­
phasize that the effective boundaries of such a system extend beyond
the frequently stressed desirability of a sharp division between the 
handling and the recording of transactions in a concern’s accounting 
and financial departments. The proper area of such a system will 
include the duly coordinated functioning not only of the receiving 
department for materials and the shipping department for product, 
but of the purchase department and the sales department as well. It 
will, moreover, properly extend to a system of plant construction 
authorizations or systems of operating budgets; where such systems 
are adequately devised and conducted, they may well justify the 
auditor’s reliance thereon in the planning of his audit program.
While the application of audit procedures by tests in lieu of com­
plete check fully conforms to the requirements of auditing standards 
when the extent of such tests rests upon carefully exercised judgment 
and, therefore, provides a proper basis for the auditor’s expression and 
opinion, it must be borne in mind that while the testing technique is 
justified on the ground of the general impracticability of a complete 
check, manifestly it does not afford the same degree of assurance; 
and it follows that where a complete check entails little or no addi­
tional effort or expense, testing may lose its justification.
The testing technique thus rests for its justification upon its rea­
sonableness, which in turn involves a variety of circumstances. What 
might be termed the volatility of assets would be another considera­
tion; the fact that the inventories of a certain concern are unquestion­
ably in the testing technique area is no reason for extending that area 
to its portfolio of investment securities.
While relative risk is properly to be given due consideration in the 
matter of the selection of items for testing, the mere matter of diffi­
culty involved in testing a particular item is not a valid basis for its 
omission. A case in point many years ago concerned a situation where 
well over a third (in aggregate value) of the inventories were carefully 
subjected to the physical testing technique, giving an assurance of 
acceptability of the entire inventory which was subsequently found 
to be unwarranted because the omitted items were wholly in a ware­
house in which both the arrangement of the goods and the complexity 
of the records presented such added difficulties that the examiners had 
decided against their inclusion in the testing program; a shortage 
existing in that warehouse by reason of official manipulations facili­
tated by those difficulties was of amount sufficient to place the con­
cern in bankruptcy. The very fact of those difficulties, entailing the 
possibility of serious discrepancy, should, of course, have given that 
warehouse a definite preference in the selection of items for testing.
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Of the previously issued Statements on Auditing Procedure, a 
number have dealt with considerations involved in this standard of 
the proper evaluation of the system of internal control. Besides num­
bers 3, 8, 10, and 14, for instance, the first, third, and fourth cases 
of No. 16 are pertinent.
Competence of Evidential Matter
Considerations of the competence of the evidential matter on which 
the auditor relies to sustain his opinion were given much attention in 
Statement on Auditing Procedure No. 1, for extended procedures set 
forth therein were predicated on the same recognition of the truism 
that “circumstances alter cases,” which was later further emphasized, 
in the accountant’s report or certificate, by specifically relating the 
standards followed or procedures employed to those that were 
“applicable in the circumstances.” In no phase of the auditor’s work 
is this of greater importance than in the case of inventories and 
receivables, as to both of which Statement on Auditing Procedure 
No. 1 makes its recommendation of the procedures described therein 
subject to the qualifying clause “wherever practicable and reason­
able.” The exceptions where such procedures may not be practicable 
and reasonable may be important ones which, therefore, may require 
the substitution of carefully considered alternative procedures.
In the extended procedures which that Statement prescribes for 
inventories, for example, a line of demarcation is indicated between 
cases of physical inventory-taking where the observation thereof 
alone may suffice and cases where the auditor may additionally 
“require physical tests of inventories to be made under his observa­
tion” ; in the case of inventories in public warehouses, existing condi­
tions may or may not require the auditor to “make supplementary 
inquiries.”
So, too, with the extended procedures in regard to receivables— 
aside from the question of cases where confirmation might be found 
to be not practicable and reasonable—there is visioned a wide variety 
of different situations so “ that the method, extent, and time of con­
firming receivables in each engagement, and whether of all receiv­
ables or a part thereof, be determined by the independent certified 
public accountant as in other phases of procedure requiring the 
exercise of his judgment.”
Evidential matter may be divided into two categories. The first 
would include data available internally, or within the examinee’s 
organization. The second would embrace the type of evidence devel­
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oped by the auditor himself outside the sphere of such normal organi­
zation records and routines.
Internal evidence would be the books of account and all of the 
collateral memoranda and documents incidental to and supporting 
recorded transactions, such as journal entries, checks, vouchers, in­
voices, bank statements, contracts, and minutes of board meetings. 
The auditor’s examination of the internal evidential matter is accom­
plished through his tests. There is no magic formula by which a 
proper degree of testing may be established any more than there is a 
uniformly satisfactory method of selecting the audit procedures which 
are appropriate. Tests made haphazardly are without significance and 
will be of little comfort to the auditor who is called upon to demon­
strate that he has exercised due care in his examination. The objec­
tive of testing is to determine whether reliance may be placed upon 
the examinee’s representations as expressed in the books of account 
and financial statements. The appropriate degree of testing will be 
that which may reasonably be relied upon to bring to light errors in 
about the same proportion as would exist in the whole of the record 
being tested.
External evidential matter may be taken to embrace whatever 
evidence the auditor adduces himself in supplementation of the in­
ternal evidence. Besides confirmations requested from various 
sources, it would thus also include inspection or observation by the 
auditor of the physical existence of assets, as he does when he counts 
cash and securities and attends the taking of physical inventories; 
inquiries directed by the auditor to various officials and employees in 
connection with required liability certificates, etc. A few words illus­
trative of certain procedures, with particular reference to the varying 
considerations involved in their conformance or non-conformance 
with auditing standards, may assist in a comprehension of this phase 
of the subject.
Confirmations: Substantiation of material amounts of cash on 
deposit requires the obtaining of direct confirmations or certifica­
tions from the depositary. Determination of the bona fides of the 
depositary (where such may not otherwise be relied upon) and of 
the availability of the cash balances are inherent in a proper pro­
cedure. Examination of receivables requires direct communication 
with debtors, where such procedure is practicable and reasonable, the 
method and extent thereof being dependent upon the circumstances. 
Where securities and portions of inventories are held by outside 
custodians, confirmations obtained from custodians are valueless
30 Auditing Standards
unless there is reasonable evidence of the bona fides of the custodians. 
Liabilities to banks, trustees, and mortgagees (and to others where 
deemed necessary in the circumstances) require confirmation by 
direct communication with the creditors; likewise, outstanding stocks 
and bonds are confirmable by communication with registrars, transfer 
agents and trustees where such exist.
Inspection or Observation: The substantiation of cash and securi­
ties on hand and of inventories on the premises is usually accom­
plished by means of inspection or observation procedures. Material­
ity of amounts and the practicability and reasonability of application 
of the procedure are factors which demand careful judgment and 
they are determinants of the steps which may be applicable under 
the circumstances.
Specific Inquiries: One of the auditor’s most difficult tasks is the 
ascertainment of any unrecorded liabilities to which no direct refer­
ence appears in the accounts. Most auditors ask the examinees (and in 
instances their attorneys) for written assurances to the end that all 
known liabilities may be taken as properly accounted for in the books. 
Inquiries are also standard procedure to elicit the existence of con­
tingencies and recourse to pledging of assets. Such inquiries, and the 
responses obtained, are not to be considered as a substitute for, but 
rather as a complement of, a proper examination. The auditor should 
avail himself of every practicable means of substantiation of informa­
tion developed by inquiries.
Mention has been made in the preceding remarks about exceptions 
to the prescribed inventory and receivable procedures in instances 
where such procedures would not be “practicable” or “reasonable.” 
While future statements on auditing procedures should further 
clarify such exceptions, two situations may be discussed here which 
bring out the necessity of the auditor’s assuring himself, in regard to 
evidential matter, that the procedures he selects have real evidential 
competence in the particular circumstances of the case he is dealing 
with. The first of the ensuing illustrations—that dealing with a type 
of in-process inventory—serves to bring out the meaninglessness of a 
so-called physical inventory corroboration where the conditions 
largely deprive that procedure of real evidential competence for 
determination of proper costs. The second deals with the real objec­
tive—sometimes not too well understood—inherent in the confirma­
tion procedure.
The in-process inventory of a concern which manufactures a variety 
of products and determines their costs on a job—or production—order
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basis illustrates a situation where the requirement of physical inven­
tory-taking by “weight, count, or measure” would be unreasonable 
because any quantitative determination would be purposeless; for, 
since the costs as thus compiled—looking only to the final finished 
product—do not purport to determine costs at the various stages of 
incompletion (as opposed to those of a standard or process system of 
costs), no ultimate satisfactory valuation of the quantities physically 
inventoried would be possible.
But this would not warrant the auditor’s accepting the book values 
of such in-process inventories as shown by the cost records, without 
some alternative or supplementary procedure. He can, in any event, 
establish “ physical contact” with such inventories by accounting for 
all the jobs in process, as called for by the cost records, through 
identification thereof with tags or labels or other record accompany­
ing the unfinished product in its various places throughout the plant.
While this would assure the bona fide existence of the job orders as 
such, the absence of any feasible “weight, count, or measure” might, 
of course, operate against a conclusive corroboration of their aggre­
gate dollar cost as called for by the cost records; it might still be 
possible, for instance, for materials issued from stores and improperly 
diverted to have been charged to such job orders without such im­
propriety coming to light. It may be found, however, that a final 
check of the total job-order costs upon the subsequent completion of 
all such jobs might be practicable, through a comparison of such 
ultimate costs, for example, with original engineering estimates.
In each situation of this type it is incumbent upon the auditor to 
study the existing conditions to ascertain what means are at hand for 
his becoming fully satisfied to accept such book inventories unsub­
stantiated by any “weight, count, or measure” physical inventorying. 
Indeed, where conditions permit of any such ultimate corroboration 
as that just indicated—a concluding comparison, upon completion, 
with the initiating engineering estimates—the resultant valuation 
may be even better than in some inventoried cases; for it not infre­
quently occurs, where a full physical inventorying by weight, count, 
or measure has taken place, that the specification costs for all the 
intermediate processes are so difficult of adequate proof against sub­
stantial under—or over—absorption of labor and overhead that the 
finally determined inventory valuation is less reassuring than in the 
best type of job-order case instanced above.
The confirmation procedure in the case of receivables is essentially 
one of establishing the bona fides of the receivable as a valid claim
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against the indicated debtor and as a test of internal control rather 
than any determination of the debtor’s credit-worthiness. In cases 
where the auditor may require the internal evidence as to its credit­
worthiness (such as the debtor’s record of payment, etc.) to be 
supplemented by external evidence, he may have recourse to mer­
cantile ratings, bank references, his financial statements, or the like, 
though at times the confirmation procedure does assist in that 
respect; usually, however, the reliance placed on that procedure is 
to serve the purpose of determining that the receivable is neither 
a fictitious one in its inception nor one that, though bona fide in 
its origin, is actually less in amount than that shown by the books 
because collections made have been manipulated through some 
kind of “kiting” irregularities.
Where situations are encountered in which debtors with large 
balances persistently refuse to honor confirmation requests, the use 
of negative confirmations would not constitute compliance with 
auditing standards. Instances during the war were receivables owing 
by the United States Government, though there occur other ex­
amples where large customers with many scattered purchases (cer­
tain merchandising concerns, for instance) assert that their manner 
of account-keeping precludes the possibility of correctly replying 
to confirmation requests. In such instances of the impracticability 
of the confirmation procedure other measures must be resorted to. 
By way of illustrating one such, the auditor may find it practicable 
during the period of his field work to have customer remittances 
cleared of record through his staff, so that these remittances may be 
properly identified with respect to the items comprised in the aggre­
gate balance of each such important customer, with a view to de­
tecting any “kiting” irregularities.
The full attainment of compliance with generally accepted audit­
ing standards in the matter of selecting and applying procedures 
that will constitute evidence that is competent in the circumstances 
to sustain the auditor’s opinion is a matter for careful judgment 
exercise. In the case of confirmation requests covering accounts 
receivable, on the one hand, and accounts payable, on the other, 
there are these elements, for example, to be considered. In the case 
of accounts receivable, the asset may generally be regarded as stated 
at least in its entirety, the objective of confirmation being to reveal 
any possible decrease of the claimed asset; there are, of course, ex­
ceptions but in most cases of irregularity this is true. In the case of 
accounts payable, however, the strong probability, if there are irregu-
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larities, is that liabilities have been omitted, so that even a 100 per 
cent confirmation of all recorded payables might prove nothing with 
regard to the substantial omission from the books of a liability that 
was not recorded but should have been.
On the other hand, in the case of the available internal evidence 
for one or the other, it may be found that such evidence affords a 
check of the accounts payable (the examinee’s canceled bank checks 
and related creditors’ invoices, for example) that is more reliable 
than the corresponding internal evidence for the receivables 
(whether sales or shipping data or evidence as to collections). The 
functioning of the system of internal control may often supply the 
answer to such questions as these.
In making his decision, the auditor may further need to consider 
such pertinent matters as the widely scattered record of a given 
creditor’s whole account (where a voucher register is used without 
any efficient over-all summary of items) as well as the practicability 
of negative confirmations to cover a wide range of receivables (as 
against the lesser utilization of positive requests for payables). Large 
accounts might, in any event, be subjected to confirmation but in 
the case of smaller balances the auditor might decide for the external 
confirmation procedure for receivables and the internal checking 
procedure for payables.
Merely to further instance—without any attempted elaboration 
herein—the kind of problems whose solution will indicate the attain­
ment of this standard: One such concerns the necessity or non­
necessity of checking the numerical identity of securities, in connec­
tion with their inspection, against the possibility of improper sub­
stitution. Another is the use of the so-called “second bank reconcile­
ment,” where such a reconcilement, if made too detached from the 
first, might not serve its real purpose-corroborating the outstanding 
or reconciling items of the first reconcilement.
The bulk of an auditor’s work in obtaining information upon 
which he may base his opinions is in the examination of accounting 
evidence. The test of the validity of such evidence lies in the expe­
rience and judgment of the auditor; in this respect it differs from 
legal evidence which is circumscribed by rigid rules. In appraising 
the value of available evidence, the auditor must consider its his­
torical background. Information which is developed as a matter of 
routine ordinarily may be accorded more reliance than might attach 
to casual memoranda.
T o discharge the requirements of due care, the auditor should
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defer final determination as to his procedures until he has obtained 
a dependable understanding of the available evidence and—of equal 
importance—formed some judgment as to its reliability. Although he 
does not profess to be an expert on forgeries, he must be alert to 
recognize inconsistencies and apparent alterations which would re­
flect upon the value of the data.
The instances where previously issued Statements on Auditing 
Procedure have had to deal in one way or another with the “com­
petence of evidential matter” are fairly numerous. Statements Nos. 3,
4, 8, 9, 14. 17, 18, 19, as well as the first case of No. 16, are in point.
S TANDAR DS  OF  R E PO R T I N G
The ultimate objective of the examination of financial statements 
by the independent certified public accountant is the expression of 
an opinion respecting the statements. The report or “certificate” is 
the medium through which he expresses his opinion on the financial 
statements subjected to his auditing procedure. In this discussion 
only the reporting on examinations of financial statements will be 
considered, and particularly the so-called short form of report; 
reports on special investigations or on other kinds of engagements 
not being under present discussion.
The financial statements, upon which the auditor expresses his 
opinion, comprise principally the balance sheet and the statement 
of income and surplus (the latter being presented also under alter­
native designations) but they may include other statements as well. 
As to the technical authorship of such financial statements, State­
ment on Auditing Procedure No. 22 sets forth the following:
“As has been frequently enunciated by the American Institute of 
Accountants, the financial statements are primarily the statements 
and representations of the company. The fact that the statements 
are accompanied by the report of an independent public accountant 
does not alter the situation. The accountant’s representations are 
confined to and expressed in his report, or opinion, upon the state­
ments. The transactions with which the accounting records have to 
do, and the recording of those transactions in the books and accounts 
are matters within the direct or primary knowledge of the company. 
The accountant’s knowledge of them is a secondary one, based on 
his examination. Accordingly, even though the form of the state­
ments may show the influence of the accountant—it can only do so 
if the company accepts, and adopts, the form of disclosure advised 
by the accountant—the substance of the financial statements of neces­
sity constitutes the representations of the company.”
This primary responsibility resting upon the company (or equally 
partnership or individual) instead of upon the accountant engaged 
in the audit of the related accounts must never be lost sight of. A 
proper understanding of this is indispensable to a proper under­
standing of the practicality of the accountant’s functioning.
T o  avoid unnecessary duplication, specific reference is herewith 
made to Statements on Auditing Procedure Nos. 5 and 6, for the 
form and content of the auditor’s “certificate”—the common desig­
nation of the auditor’s short form of report—as in general use in 
connection with financial statements for publication; it being under­
stood that the matter in those statements is thus to be regarded as 
effectively incorporated in this special report on auditing standards. 
As therein set forth, the “certificate” comprises essentially two parts: 
the opening or “scope” paragraph, with representation as to the 
auditor’s work, and the closing or “opinion” paragraph, expressing 
his findings upon the financial statements examined; intermediate 
paragraphs for qualifications or explanations being also often in­
troduced.
Without further comment as to the “scope” paragraph represen­
tations—which relate to the area of the “standards of field work”— 
this discussion will proceed to the area of the opinion expressed upon 
the financial statements being reported upon.
The auditing standards of such reporting—standards which must 
be met in order that the auditor may be justified in saying that the 
financial statements “present fairly” their respective messages to the 
reader—are herein given as being three in number, as follows:
(1) Adherence to generally accepted accounting principles
(2) Observance of consistency in their application, except where 
conditions warrant otherwise
(3) Adequacy of informative disclosures whether in the financial 
statements or in the auditor’s report or “certificate”
As to the third of these, disclosure includes—as more fully ex­
plained in the subsequent details—not only that which has to do with 
the financial statements but also that which concerns the scope of the 
auditor’s work.
The long form of report is frequently distinguished from the short 
form by the inclusion of particulars as to the scope of the work and 
of procedures followed, explanations or details of important items 
in the financial statements, etc. The standards of reporting, how­
ever, remain the same whether the report be the long form or the
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short form. With the purpose of the independent certified public 
accountant’s report on financial statements in mind, it is evident 
that the value of the report, whatever its form, depends on its 
adherence to standards that may perhaps be summarized in the legal 
maxim of “ the truth, the whole truth, and nothing but the truth,” 
if the admonition of “ the whole truth” be properly construed as 
restrictively directed against the “half truth” that gainsays a fair 
presentation of the facts.
Nugatory Opinions
The independent certified public accountant, if the circumstances 
warrant, must be prepared to refuse the expression of an opinion if he 
believes that his examination, by reason of restrictions or circum­
stances, has not been such as to afford him a basis for an informed 
opinion, or his reservations or exceptions with respect to the financial 
statements are of such extent that they negative the expression of an 
opinion.
In formulating his opinion, he must have due regard both for the 
scope of the examination made and for any exceptions which he 
considers necessary with respect to the accounting principles fol­
lowed in the accounting of the issuer of the statements and reflected 
in the statements. Auditing Procedure Statement No. 1 declares:
“The independent certified public accountant should not express 
the opinion that financial statements present fairly the position of 
the company and the results of its operations in conformity with 
generally accepted accounting principles, when his exceptions are 
such as to negative the opinion, or when the examination has been 
less in scope than he considers necessary. In such circumstances the 
independent certified public accountant should limit his report to 
a statement of his findings and, if appropriate, his reasons for 
omitting an expression of opinion.”
In Statement on Auditing Procedure No. 11, the Committee on 
Auditing Procedure gave further consideration to the matter and 
came to the conclusion that, with all the facts of a particular case 
before him, “ the decision . . . was one for the auditor himself to 
make and the Committee did not consider that he should be pre­
cluded from expressing an opinion if in the particular circumstances 
he had formed one.”
Exceptions
In some cases of extensive exceptions, where an over-all opinion 
cannot be given, it may be possible to express a limited opinion to the
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effect that aside from the excepted matters the financial statements do 
reflect generally accepted accounting principles consistently applied. 
When that is done, however, the report must make clear that no 
over-all opinion as to position or operating results is intended.
Due care also extends to clearly distinguishing between exceptions 
and explanatory matter or matters of information. Exceptions should 
be expressed in clearly understandable language and should be as 
specific as the conditions warrant. Explanatory matter or informa­
tory remarks, preferably given in footnotes to the financial state­
ments, may, however, also be given in the auditor’s “certificate.”
Rules of Professional Conduct 
Pertinent to a discussion of standards of reporting is mention of 
the Institute’s “Rules of Professional Conduct.” Paragraphs (5) and
(6) state:
“ (5) In expressing an opinion on representations in financial state­
ments which he has examined, a member shall be held guilty of 
an act discreditable to the profession if:
(a) He fails to disclose a material fact known to him which is 
not disclosed in the financial statements but disclosure of 
which is necessary to make the financial statements not mis­
leading; or
(b) He fails to report any material misstatement known to him 
to appear in the financial statement; or
(c) He is grossly negligent in the conduct of his examination 
or in making his report thereon; or
(d) He fails to acquire sufficient information to warrant ex­
pression of an opinion, or his exceptions are sufficiently 
material to negative the expression of an opinion; or
(e) He fails to direct attention to any material departure from 
generally accepted accounting principles or to disclose 
any material omission of generally accepted auditing pro­
cedure applicable in the circumstances.”
“(6) A member shall not sign a report purporting to express his opin­
ion as the result of examination of financial statements unless 
they have been examined by him, a member or an employee of his 
firm, a member of the Institute, a member of a similar association 
in a foreign country, or a certified public accountant of a state 
or territory of the United States or the District of Columbia.”
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Statements on Auditing Procedure Nos. 5 and 6 have already 
been instanced in the preceding matter for their bearing upon the 
consideration of reporting standards (such statements amending 
Statement No. 1 as to the form and content of certificates) as well as 
Statement No. 22. Additional reference is made to Statements Nos. 2 
and 13 dealing with restricted examinations, and to No. 8 dealing 
with interim financial statements. Other statements will also be 
cited in connection with “Adequacy of informative disclosures.”
Adherence to Generally Accepted Accounting Principles
The determination of whether “generally accepted accounting 
principles” have been adhered to requires the exercise of judgment 
on the part of the independent certified public accountant, as well 
as knowledge as to what principles have found general acceptance 
even though certain of these in manner of application may have 
received only limited usage. An accounting principle may be found 
to have only limited usage but still have general acceptance—for 
example, the sinking-fund principle of depreciation accounting. 
Moreover, as in all other matters with which the auditor is con­
cerned, materiality is the essence of this standard. The fact that one 
concern capitalizes certain minor, relatively short-lived items of 
plant equipment and then depreciates the amount so capitalized, 
whereas another concern charges off such items forthwith upon pur­
chase or installation, does not operate against recognizing both alike 
as complying with the depreciation requirement of generally ac­
cepted principles of accounting.
In addition to this matter of an accounting principle’s being gen­
erally accepted even if not generally followed, it is necessary also to 
bear in mind that there may be a considerable diversity of practices 
between different concerns in the application of an accounting prin­
ciple. Whether with regard to provision for depreciation or provi­
sion for losses on receivables or any other matter where there will be 
general agreement as to the end to be achieved, there may be a 
considerable lack of similarity in the detailed processes by which 
those principles are effectuated. Thus, while one concern may follow 
an accounting procedure distinctly peculiar to itself, this in no way 
disqualifies it from being accorded a recognition of following “gen­
erally accepted accounting principles,” if the broad principle which 
that procedure seeks to implement is, in fact, a generally accepted 
one. Illustratively, one might mention that a recognized “ tourna­
ment” golf course will have local rules to fits its own terrain; and one
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may well speak of human beings being anatomically similar despite 
their widely differing personal characteristics.
It is thus important not to regard the matter of “generally ac­
cepted accounting principles” from a rigidity of viewpoint that could 
not possibly comport with the wide variety of operating conditions 
which will be encountered in business resulting in an equally wide 
variety of detailed accounting processes.
Observance of Consistency in the Application of Generally Accepted  
Accounting Principles, Except Where Conditions Warrant Otherwise
Consideration of whether or not accounting principles have re­
ceived consistent application requires judgment exercise as to 
whether a change is (a) the proper consequence of altered conditions,
(b) a change to a procedure of definite preference in general practice 
from one not enjoying such preference, though both procedures 
may be acceptable, or (c) is merely the choice, when two or more 
alternative procedures are available, of an alternative not dictated 
by change in circumstances and with possibly ulterior motives. 
Changes of the last-mentioned type are sometimes adopted merely 
because they bring about more favorable showings of operating re­
sults or presentation. Consistency of application of accounting prin­
ciples should not be understood as denying a recognition of con­
sistency where changes are made necessary by changes in operating 
conditions or other governing circumstances.
A phase of the question of consistency in application of account­
ing principles is that of the significance, or materiality of the effect, 
of a change. With respect to this the Securities and Exchange Com­
mission in Rule 3.07 of Regulation S-X requires that
“ If any significant change in accounting principles or practice, or 
any significant retroactive adjustment of the accounts of prior years, 
has been made at the beginning of or during any period covered by 
the profit and loss statements filed, a statement thereof shall be given 
in a note to the appropriate statement, and if the change or adjust­
ment substantially affects proper comparison with the preceding 
fiscal period, the necessary explanation.”
Illustrative of a situation which involves a “change” that does not 
connote inconsistency is a change in the depreciation rate of plant 
property made because of an increase or decrease in the daily oper­
ating hours of that plant. Another is a change in the rate of the pro­
vision for uncollectible accounts made because of altered credit 
conditions.
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Adequacy of Informative Disclosures, Whether in the Financial 
Statements or in the Auditor's Report or "Certificate"
This standard concerns required disclosures that may have to do 
either with the scope of the auditor’s examination or with the 
financial statements. In the case of the former, such disclosures may 
be required only in the “scope” paragraph—where the auditor, for 
example, having, for some good reason, omitted such a procedure 
as confirmation of receivables or physical inventory observation or 
test, has, nevertheless, been able to satisfy himself by alternative 
procedures; where such an alternative procedure has not been avail­
able, disclosure may also be required in the “opinion” paragraph 
by way of qualifying the opinion expressed.
As to the financial statements, fairness of presentation, apart from 
relationship to generally accepted accounting principles, requires 
consideration of adequacy of disclosure of material matters, whether 
relating to the form, arrangement, and content of the financial state­
ments with their appended notes; the terminology used; the amount 
of detail given; the sufficiency of explanatory or descriptive matter; 
the classification of items in statements; the bases of amounts set 
forth, for example, with respect to such assets as inventories and 
plants; liens on assets; preferred dividend arrearages; restrictions on 
dividends; contingent liabilities. This enumeration is not intended 
to be exhaustive but indicative of the nature of the disclosures neces­
sary in order that the financial statements be sufficiently informative.
Mere verbosity in disclosure should not be mistaken for com­
pleteness; brevity of disclosure is often more helpful to the discern­
ing reader than amplitude of words. What constitutes material in­
formation requiring disclosure in, or in connection with, financial 
statements is for the auditor to determine in the best exercise of his 
judgment. That later events may give greater importance to matters 
that at the time appeared to be of minor consequence does not, of 
itself, impugn the soundness of his judgment. Foresight and hind­
sight cannot be admitted to be of equal weight in passing upon 
conclusions reached at the earlier time; hindsight should be elimi­
nated from the factors by which the soundness of past conclusions 
are judged. Matters which the auditor deems of such importance 
as to require disclosure, if omitted from the financial statements or 
from footnotes thereto, should be included in his report or “cer­
tificate,” whether these matters be qualifications or necessary ex­
planations.
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Disclosure should not be considered to require the publicizing of 
certain kinds of information that would be detrimental to the com­
pany or its stockholders. For example, the threat of a patent in­
fringement suit might impel a conscientious management to set up 
an ample reserve for possible loss, even though it would expect to 
fight the issue vigorously; but publicity given to such a loss provi­
sion might inure to the harm of the company or its stockholders, 
for courts have held that a reserve for patent infringement consti­
tuted an allocation of infringement profits (where ready determina­
tion otherwise was not feasible) notwithstanding a refusal on the 
part of the company or its management to concede that such an 
amount might be an equitable allotment of the profits in dispute.
Somewhat related to the matter of disclosure is the subject of in­
formation which the auditor receives in confidence akin to the 
status of privileged communication. Without such confidence the 
auditor might at times find it difficult to procure information neces­
sary for him in the formation of his opinion upon the related finan­
cial statements. If the information thus received, in his judgment, 
does not require disclosure in order that the financial statements be 
not misleading, this standard is not to be construed as requiring the 
divulgence of information which may operate only to the company’s 
disadvantage with no proper, fully compensating advantage to its 
security holders or creditors.
Various aspects of necessary disclosure have already been dealt 
with in the Statements on Auditing Procedure previously issued. 
Among others, especial mention may be made of Nos. 7, 12, 15, 16 
(Case I, for example), 17, 18, 20, 21, and 22.
R E V I S I O N  O F  F ORM O F  
A C C O U N T A N T ' S  R E P O R T  O R  
" C E R T I F I C A T E "
With the differentiation between auditing standards and auditing 
procedures there is naturally an accompanying recognition that 
auditing standards, being in the nature of “principles of auditing” 
(as quoted indirectly from SEC in Statement on Auditing Procedure 
No. 6), are, accordingly, of a breadth of extent and application 
extending beyond that of procedures. Because of this universality 
of standards, the Committee on Auditing Procedure believes it is more 
appropriate to speak of “procedures applicable in the circumstances”
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than of “standards applicable in the circumstances” ; in other words, 
standards as broad statements of governing principles are to be 
viewed as covering all circumstances, whereas a procedure may be 
applicable to one case but not to another. As a result of this con­
clusion and without regard to any other changes that may be desired, 
the Committee recommends that in the opening or “scope” para­
graph of the auditor’s short form of report, or “certificate,” the phrase
“ Our examination was made in accordance with generally ac­
cepted auditing standards applicable in the circumstances and in­
cluded all procedures which we considered necessary.”
be changed to
“ Our examination was made in accordance with generally ac­
cepted auditing standards and included all procedures which we 
considered necessary in the circumstances.”
Committee on Auditing Procedure.
October, 1947.
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